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Foreword

This second edition of the Audit Guide for Consultants has been prepared
for use by consulting organizations as a basic primer to better understand the
Washington State Department of Transportation (WSDOT) external audit process.
Communication of rules, regulations, policies, and procedures used by WSDOT
management and the Audit Office can assist firms in understanding the role of the
audit organization and how costs are viewed by the auditors.

While much of what is included in the manual is directed toward engineering and
architecture firms doing business with WSDOT, the concepts discussed can be
used by other types of organizations.

Updating the guide is a continuing process and revisions will be issued periodically.
Questions, observations, and recommendations are invited. For clarification of the
content of the manual, contact the WSDOT Audit Office, External Audit Branch.

______________________________
Wayne H. Donaldson
Audit Director
WSDOT Audit Office
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Chapter 1 Introduction

WSDOT uses the services of consultants to assist in program delivery. An area that
often raises questions for people in the consultant community, and management
within the Washington State Department of Transportation (WSDOT), is the area
of AUDIT.

Communication of rules, regulations, policy, and procedures can assist individuals
in understanding the role of an organization. Providing information relating to audit
issues is the primary purpose of this document.

About This Manual

This manual is intended to be a basic primer for understanding the WSDOT
external audit process. To the extent possible, accounting and auditing theory
will not be discussed. Numerous books are available which the reader can obtain
to learn about those two subjects.

Success and Words of Wisdom

Success can be measured in a number of ways. For the WSDOT Audit Office,
success may be measured by the impact this manual will have on the readers.

While we cannot say that a firm will be always be successful in dealing with and
understanding audit groups, we offer these words:

• Record business income and expenditures in a hand-posted or computerized
accounting system.

• Keep time sheets, original invoices, rental agreements, and all source (original)
documentation used as a basis for any billing to WSDOT.

• Read and understand the agreement entered into with WSDOT and the
implications of the method of payment identified in the agreement and the
federal and state criteria cited in the agreement.

• Just because an item of cost is an acceptable business expense by the Internal
Revenue Service, doesn’t mean it is allowable for reimbursement purposes.
For instance, the IRS rate for vehicle mileage is usually higher than the rate
allowed by the Federal Acquisition Regulation System (FARS).

• WSDOT uses FARS as a primary basis for determining the allowability,
allocability, and reasonableness of incurred costs.

Note:  By definition, a WSDOT auditor cannot tell an organization how to compile
information, or in what specific format. In other words, WSDOT cannot create or
establish a firm’s accounting system. In theory and practice, the auditors are an
objective third party, conducting audits of agreements or contracts entered into
between WSDOT management, and public or private organizations.
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The information contained in this guide is based on the knowledge and experience
of the auditors, the most often asked questions by someone being audited, and the
observations of the auditors made while conducting their work.

Included in this guide are examples of schedules, time sheets, ledger sheets, and
other accounting type records or documents. These examples are for discussion
purposes only. The use of the same format or type of document does not guarantee
the acceptance or eligibility of costs.

The following is a summary of topical areas included in this guide.

Chapter 1 Introduction
Chapter 2 Definitions
Chapter 3 Audit Involvement in the Agreement Process
Chapter 4 Using This Guide
Chapter 5 Labor Costs
Chapter 6 Overhead Costs
Chapter 7 Direct Nonsalary Costs
Chapter 8 Fixed Fee
Chapter 9 Subconsultants
Chapter 10 Record Retention for Consultants
Chapter 11 Task Assignment Agreements
Chapter 12 Invoicing WSDOT
Chapter 13 Development of Charge-Out Rates
Chapter 14 Related Party Transactions
Chapter 15 Single Audit Act
Chapter 16 Auditor’s Review of Internal Control
Chapter 17 WSDOT Standard Agreements
Chapter 18 Conflict of Interest — Who Me?
Chapter 19 Sole Proprietorships — Wage and Billing Rates
Chapter 20 Billing Rates — AIHR, Sole Proprietor, Partnerships
Chapter 21 Field Office Overhead Rates
Chapter 22 Advance Agreement on Costs
Chapter 23 Resolution Procedures
Chapter 24 Examples of Forms
Chapter 25 Audit Criteria
Chapter 26 FARs Subpart 31 — Contract Cost Principles and Procedures
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Chapter 2 Definitions

The following terms are used throughout this guide. We suggest that the
reader become familiar with these terms and the associated WSDOT Audit
Office definition.

Actual Cost Agreement

The name Actual Cost Agreement does not mean that a consultant will be
reimbursed for all actual costs incurred for performing a job. Costs are reimbursed
subject to the limitations described in the agreement, contract, or specified criteria.
These limitations can be very restrictive. An example is interest on borrowed
money. This is a cost of doing business, yet it is not reimbursable as an actual
cost of doing business.

Actual Costs

Amounts determined on the basis of costs incurred and supported by original
source documentation, as compared to forecasted costs, or costs thought to have
been incurred, or costs based on historical averages.

Administrative Expenses

Costs which are not directly identified with any one item of work, but when taken
as a whole, support or contribute to all activities of a firm.

Advance Agreement

An understanding included in an agreement by the contracting officer and the
consultant as to the treatment of special or unusual costs not already included in
FARs. The agreement must be in writing, executed by both the contracting parties,
and incorporated into applicable current and future contracts. An advance agree-
ment shall contain a statement of its applicability and duration. See 48 CFR 31.109.

Agreement

A contract. A binding, legal, document which identifies the deliverable goods and
services being provided, under what conditions, and the method of payment for
such services. The document may include federal criteria and state requirements
which will have to be adhered to by the state and the consultant. The document
will usually indicate start and finish dates, record retention requirements, and
other pertinent information relative to the actual work to be performed.

All-Inclusive Hourly Rate Agreement

An agreement using an hourly rate developed for billing purposes which may
include a firm’s actual direct labor cost, overhead rate allowed or negotiated, and
negotiated profit margin. Provisional hourly rates generally are temporary and will
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be adjusted by an audit. Negotiated hourly rates may be used for the life of an
agreement, or may be adjusted from time to time depending on the agreement
provisions.

Allocable

A cost is allocable (to an agreement or cost of work being performed for the
government) if it benefits both the agreement and other work of the firm and
the cost can be distributed in reasonable proportion to the benefits of incurring
that cost.

Allowable (Cost)

An item of cost which can be billed directly as a project cost or indirectly as an
overhead cost by the consultant.

Audit Cycle

The series of steps auditors go through in completing their assigned work. The
process includes a review of a firm’s permanent file maintained by the Audit
Office, preliminary audit work including scheduling of billed costs, arranging an
appointment to conduct the audit, entrance conference, field work, review of a
firm’s documentation, exit conference, report write up, submittal of draft report
to auditee for comment, and issuance of the final report.

Audit Resolution Process

The process WSDOT management and the auditee go through in resolving audit
findings. It may involve negotiation of a settlement, legal counsel, and court
procedures.

Audit Trail

The auditable record left by a transaction in a firm’s accounting records from
original source document into subsidiary ledgers through the general ledger and
into financial statements and invoices.

Auditee

The firm or person being audited.

Billing Rate

The hourly rate being charged for work on an agreement. For a cost plus fixed
fee agreement, the billing rate will be exactly the same as the employee’s actual
payroll rate. For an all-inclusive hourly rate agreement, the billing rate will include
the actual payroll rate plus an overhead percentage plus an amount for fee.

Close Without Audit

All agreements and subagreements over $100,000 are required to have a post audit.
Agreements less than $100,000 will be reviewed at the WSDOT Audit Office and
usually will be closed without a formal audit.
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Common Control

Exists in related party transactions when business is conducted at less than arm’s
length between businesses and/or persons that have a family or business relation-
ship. Examples are transactions between family members, transactions between
subsidiaries of the same parent company, or transactions between companies
owned by the same person or persons.

Contracting Officer

A title sometimes used in private and public sectors to indicate the person having
authority to enter into a contract or agreement for goods and services.

Corporation

A business structure where stock is made available for purchase. The firm may
have a president, vice president, treasurer, and secretary. Anyone working for
the corporation is usually paid an hourly wage rate or is salaried. In theory, the
liabilities of the individual stock owners are limited in this type of business
structure. (Seek a good attorney for information on this subject.)

Cost Center

A grouping of incurred costs identified with a specific final cost objective.

Cost of Money

Facilities capital cost of money in an imputed cost determined by applying a cost-
of-money rate to facilities capital employed in contract performance. It is included
in a firm’s overhead rate.

Cost Plus Fixed Fee Agreement

An agreement in which all the cost factors except fee are actual cost. The fixed fee
is a set dollar amount in the agreement.

Cost Principles

The underlying basis for determining how costs should be recorded when they are
allowable or unallowable, and the specific basis for treating various costs as either
allowable or unallowable.

Courtesy Audit

An audit performed for another state, another state agency, or city or county
government. The audit could be a preaward, interim or post, with the requesting
agency paying for the cost of the audit.

Direct Cost

Any cost that can be identified specifically with a particular final cost objective,
i.e., a project related cost. Direct costs would include labor, materials, and
reimbursables incurred specifically for an agreement. It is irrelevant whether or
not the costs are actually billed. All direct labor costs must be included in the direct
labor base. All costs for lump sum agreements must be included in direct costs.
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Entrance Conference

A meeting between the auditor and the auditee, at which time the purpose and
scope of the audit are discussed.

Exit Conference

A meeting held after the auditor completes field work at the auditee’s place of
business. Topics of discussion are preliminary findings of the audit, which are
subject to change and revision during the supervisory work paper review process,
and/or a formal request for the auditee’s response to the draft audit report.

Federal Acquisition Regulations (FARs) Code of Federal Regulations No. 48

Sets the criteria for allowable and unallowable costs for federally funded
agreements. Since WSDOT does not have a separate state regulation, we apply
FARs to all agreements regardless of the source of funding.

Finding

A statement of noncompliance with the terms of an agreement. A finding includes
the condition, criteria, cause, effect, and a recommendation for correction.

General Administrative Expenses

Any management, financial, and other expense which is incurred by or allocated to
a business unit, and which is for the general management and administration of the
business as a whole.

Indirect Cost

Any cost not directly identified with a single, final cost objective, but identified
with two or more final cost objectives or an intermediate cost objective.
Consultants recover their indirect costs in their overhead rate.

Ineligible Costs

A firm’s expenditures for labor, materials, equipment, equipment rental rates, or
any other cost found to be unallowable for overhead purposes.

Interim Audit

An audit, which may be of limited scope, during the life of an agreement. The
purpose is to determine the actual allowable costs to date, review and adjust a
firm’s overhead rate, and audit a prime consultants subcontracts. This audit
follows a standard audit plan.

Internal Control

The plan of organization and methods and procedures adopted by management to
ensure that its goals and objectives are met; that resources are used consistent with
laws, regulations, and policies; that resources are safeguarded against waste, loss,
and misuse; and that reliable data are obtained, maintained, and fairly disclosed
in reports.
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Lump Sum Agreement

An agreement where the method of payment for delivery of goods and services
is one set amount that includes salaries, overhead, and profit with no adjustments.
Once the lump sum amount is agreed upon, the services or goods must be provided
regardless of the actual cost for the consultant.

Negotiated Hourly Rate Agreement

An agreement in which hourly billing rates that include labor, overhead, and fee are
negotiated in advance and are listed for a 12-month period.

Overhead Expenses

All allowable general administrative expenses and fringe benefit costs (sometimes
called payroll additives). Depending on the size of the firm, these costs may or
may not be separately identified on a schedule of overhead costs. (See Chapter 6.)

Overhead Rate

A computed rate developed by adding all of a firm’s general and administrative
costs, plus fringe benefit costs together, then dividing by a base value, usually
direct labor, to get a percentage. This rate is applied to direct labor to allow a
firm to recover the share of indirect costs allowable to the agreement.

Partnership

A business with two or more co-owners, who may or may not have established
salaries. The liabilities of the firm are the owners’ responsibility. (Seek a good
attorney for information on this subject.) Owners may be treated the same as
sole proprietors by the auditors regarding the establishment of a salary rate.

Post Audit

An audit done after the completion of all work by a consultant. Its scope may
include all billed costs by the prime consultant and/or any subconsultants providing
services. This audit follows a standard audit plan.

Preaward Audit

An audit conducted on behalf of WSDOT management for the purpose of
validating financial information supplied by a potential consultant. The audit
may require an on site visit or information may be reviewed at the Audit Office in
Olympia. Upon completion, the information is provided to the WSDOT contracting
officer in an audit report for use during agreement negotiations. This audit follows
a special preaward audit plan.

Provisional Hourly Rate Agreement

An agreement in which hourly billing rates that include labor, overhead, and fee are
negotiated in advance, but are subject to adjustment after an audit determines actual
labor and overhead rates.
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Reasonable Cost

A cost, if in its nature and amount, does not exceed that which would be incurred
by a prudent person in the conduct of competitive business.

Record of Negotiation

A summary memorandum prepared by the WSDOT contracting officer regarding
the reconciliation between the consultant’s proposal and the WSDOT estimate.
It includes contract rate negotiations, disposition of significant matters in the
preaward audit report, and reasons why audit recommendations were not followed.
It is required by 48 CFR 42.706(b).

Single Audit

In theory, an audit which satisfies the needs of all parties involved with funding
or doing business with an organization, either private or public. In reality, this is
rarely the case because funding agencies still request that their audit groups obtain
specific information peculiar to their operations policies and procedures.

Sole Proprietorship

A business with one owner. From an audit standpoint, this person may not have
an established salary, but instead may rely on draws from the profits of the firm
to obtain their payment for services.

Source Documentation

Original documents, including but not limited to time sheets, invoices, room
receipts, rental slips, gasoline tickets, canceled checks, tax returns, insurance
policies, minutes of corporate meetings, etc., which support the costs recorded
in the firm’s accounting ledgers and which may be used for billing purposes to
the government or for income tax purposes.

Task Assignment Agreements

An agreement without a definite description of work, but with a specified time
period. Tasks which require the consultant’s expertise are assigned as needed.
Each task will have its own maximum payable amount. The total amount paid
on all of the tasks cannot exceed the total amount of the agreement.

Unallowable (Cost)

An item of cost which cannot be billed directly or indirectly by a consultant.
These types of costs, if found during an audit will be purged from the costs billed
directly, or from those billed indirectly via an overhead rate or cost center. When
an unallowable cost is incurred, its directly associated costs are also unallowable.

Verify

The act of tracing a transaction from a ledger back to the original supporting
document.
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Work Sheet

The consultant’s written documentation to support in-house charge-out rates for
such things as computer time, photocopies, and billing rates where payroll data is
not available. It will show all costs going into the charge-out rate and how revenues
from the charges are recorded in the firm’s general ledger.
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Audit Involvement
Chapter 3 in the Agreement Process

Why Audit

WSDOT conducts cost and compliance audits for management to ensure that funds
paid to outside organizations are eligible and that the firm complied with federal,
state, and WSDOT rules, regulations, and the terms of the contract or agreement.

What is Auditing

Auditing can be compared to a road map. Driving from Olympia to Spokane, a
person can identify a series of roads which allows you to drive from Point A to
Point B. When a firm bills WSDOT for services, the auditor expects to identify the
item of cost, by finding the supporting document to substantiate each item of cost
billed. This audit trail, just like the dots on a map that connect one road to another
allowing you to drive from Spokane to Olympia is what the auditor is expecting to
find, i.e., an Audit Trail (road map) which leads from the costs billed to WSDOT
(Point A) to those original documents (Point B) such as time sheets, invoices,
and work sheets used for developing overhead rates, etc., which support the
billed costs.

Audit and the Consultant Process

To understand how audit fits into the WSDOT consultant process, we will first look
at the consultant selection process through product delivery.

Note:  This process is simplified for example only, and may not relate to each
consultant selection process.

• WSDOT identifies a need — in this case, a new bridge.

• Decision is made whether design work is performed in-house or contracted out.

• WSDOT advertises a Request for Proposal.

• A number of firms respond with proposals.

• Consultant selection interviews take place.

• Based on the consultant interviews, a firm is selected.

• Audit Office Involvement — WSDOT management requests a preaward audit.
Its purpose is to determine that the firm has a cost accounting system capable
of recording and tracking income and expenditures, and to verify the firm’s
labor rates, overhead, and direct nonsalary costs.

• Audit Office conducts preaward audit and issues a report to WSDOT
management.

• Contract negotiations are finalized, agreement is executed, and work by the
consultant begins.
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• Work progresses, with the consultant submitting monthly billings for work
performed to a region or the Olympia Service Center.

• Fourteen months into the project, WSDOT management requests an interim
audit. Audit Office conducts audit and issues a report to the consultant and
WSDOT management. Possible recommendations include:  overhead rate be
increased or decreased for the next billing cycle; unsupported labor costs,
due to miscoding of project time sheets, be refunded to WSDOT.

• WSDOT management resolves interim audit findings, as work by the
consultant continues.

• Two years and three months after entering into the agreement with WSDOT,
the consultant’s work is completed.

• Three months later, or two years and six months after consultant started work,
the final billing is paid by WSDOT.

• WSDOT Audit Office now has up to three years time to conduct a final audit
of the consultant and/or subconsultants records. This time limit is usually
established in the agreement between WSDOT and the consultant and also is
specified in FARs.

Note:  This means that if the agreement started on January 1, 1997, and final
payment was made to the consultant on June 1, 1999, the consultant and any
subconsultants must retain all source or original documentation until at least
June 1, 2002.

After completion of the post audit, the report is provided to the consultant and
WSDOT management for audit resolution.

What Triggers an Audit

An audit may be conducted at any time during the life of an agreement. WSDOT
management can make special requests for audits. The WSDOT Audit Office will
normally conduct an interim audit of a consultant agreement, when the length of
the agreement exceeds two years.

Interim Audits

Audits done after a portion of the work has been done. This type of audit is
usually done only on very large agreements or on agreements that extend over a
long time period.

Post Audits

Post audits, after completion of work, are conducted on those agreements which
exceed $100,000, but may also be conducted on those under $100,000 at
management’s request or at the discretion of the Audit Office.
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Preaward Audits

Preaward audits will be conducted on any agreement where the proposal exceeds
$250,000 in total costs, or at the request of a WSDOT contracting officer on any
proposal.

Agreements Closed Without Audit

When the total cost of a completed agreement is less than $100,000, it will usually
be closed without audit. But an audit could be conducted at management’s request
or at the discretion of the Audit Office.

7:P65:DP/AG
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Chapter 4 Using This Guide

Information included in this guide will follow the format of a firm’s progress
billing to WSDOT. That is, we will provide an overview of items typically included
in a progress billing to WSDOT. In addition, we will briefly discuss the standard
WSDOT consultant agreements.

This simplified overview will provide the corresponding chapter where more
detailed information about that topic can be found.

Not every topic is discussed in this guide. Every time the audit office sees the light
at the end of the tunnel, a new or unusual situation or set of circumstances occurs,
causing the Audit Office to rethink a particular definition or procedure.

After beginning work, a consultant will usually bill the department for services in a
format which may be similar to the example below:

Simplified Overview of a Progress Billing

Direct Labor — Chapter 5

Overhead — Chapter 6

Direct Nonsalary Costs — Chapter 7

Computer Time, Travel Costs,
Subconsultants Costs, Copying

Fixed Fee — Chapter 8

All of these costs must be supported in the books or ledgers of the firm,
and be backed by original or source documentation (time sheets, invoices,
etc.). For any cost that you expect to be reimbursed, a firm must retain the
source documents for at least three years after the prime consultant
receives final payment from WSDOT for services rendered.

The Audit Office has found that department managers may require a variety of
supporting documentation, i.e., copies of various bills, etc. We recommend that
if a firm must submit this type of information, send copies, not the original
document. Sending copies of supporting documents with invoices is not a
requirement of the Audit Office. During interim and post audits, we will ask
to see original documents.

The next four chapters will discuss the costs typically billed to WSDOT, the basis
for billing rates, and recommended documentation to provide audit support.

8:P65:DP/AG
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Chapter 5 Labor Costs

This chapter discusses:

• Labor Costs in General

• Impact of Business Structure on Labor

• Supporting Labor Costs

• Example of a Time Sheet

• Sole Proprietors’ Wage Rate and Billing Rates

• Billing Rates

Labor Costs in General

Auditors look at labor costs in at least three different ways. They verify direct labor
costs billed on a project, indirect labor costs accumulated in a firm’s overhead rate,
and total direct labor dollars used as a basis for determining a firm’s overhead rate.

Auditors make the distinction between labor costs and market billing rates for
services provided on an hourly basis. A billing rate includes overhead, profit, and
salary while a wage or labor rate is a raw labor cost.

A firm must be able to identify direct labor, i.e., labor recorded directly to all
projects, from indirect labor, i.e., that labor commonly incurred for general
administration of the organization, including accounting, marketing, sales,
budget, and administrative management of the organization. It should be noted
that all direct labor recorded for projects goes into the direct labor base regardless
of whether it is billed to the client or not.

If compensatory time for extra work or overtime pay is granted, the costs
associated with this activity must be segregated from direct labor costs. The
reasoning is that the fringe benefits and in part, other related overhead costs of
a firm do not relate directly to the overtime hours expended while working on
projects. For example, the depreciation cost of a building for a given time period
is the same whether people work 40 hours per week or 60 hours per week.

Impact of Business Structure on Labor

The type of business structure may impact the development of actual labor costs,
versus those that are billed. Typical business structures include sole proprietorships,
partnerships, public and private corporations, and government agencies.

Under most circumstances, an employee is hired at a wage rate or salary level that
is used in determining a labor rate. WSDOT uses 2,080 hours as the number of
hours in a year for computing hourly labor rates. If a firm is using a standard work
week of less than 40 hours, they must be prepared to show that their timekeeping
and billing are based on their standard.
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Supporting Labor Costs

Labor costs need to be supported by monthly, weekly, or daily time sheets for
project people (those charging direct to a job) and may also be used for
administrative or indirect type labor employees.

Example of a Time Sheet

In the example shown below, a firm would bill, and the WSDOT auditor would
expect to see 37 hours charged to WSDOT and 18 hours of work charged to
XYZ Co. for services provided.

Time sheets must be retained for at least three years after final project payment
to the consultant. If in this example, the time sheet is for a subconsultant who
completed work two years before the prime was paid for all work performed,
the subconsultant would have to retain the time slip for at least five years.

The method for recovering vacation, sick leave, administrative time, and overtime
will be discussed in the Overhead section of this guide.

Name:  Smith, John SSN 123-45-6789 Period Ending 1/15/00

Job Description M T W TH F S S M T W TH F S S TOTAL

DOT 3005 4 4 2 2 8 4 4 5 4 37
XYZ 3007 2 2 4 4 4 2 18

OVERTIME
ADMIN 2 2 2 2 3 11
VACATION 8 2 10
SICK LEAVE 4 4

TOTAL 8 8 8 8 8 8 8 8 8 8 80

SIGNED JOHN SMITH SUPERVISOR CONWAY TWIDDY

Sole Proprietors’ Wage Rate and Billing Rates

In sole proprietorships, it can be difficult to determine hourly wage rates because
payroll to owners may be based on company profits and draws on those profits.
Because of fluctuations in work performed and resulting billings and collections,
an owner may not take any salary in a month, but then recoup in later months.
In this situation, the wage rate will be calculated from total annual draws.

Sole proprietorships and partnerships should realize that WSDOT is under
no obligation to subsidize operating losses by paying higher than actual wage
rates. This especially should be considered when the amount of draws are
being determined.

Also, since some small businesses are worked only part time, it is extremely
important for the owners and employees to keep detailed time records of all
direct and indirect hours worked.
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Once an annual average hourly rate is determined, billing rates will be based on the
calculated rate in the same manner as if the rate was a regular hourly payroll rate.

See Chapter 19 for details on determining wage rates and Chapter 20 for billing
rates.

Billing Rates

Billing rates must use actual payroll rates as their base. In all WSDOT agreement
types, payment for direct labor is based on actual payroll rates, by employee.
Proposals may estimate total labor by using average wage rates, but billing for
actual services must be based on each employees actual payroll rate.

A billing rate, such as used in a provisional or negotiated  hourly rate agreement,
has three components:

• Direct labor

• Overhead (as a percentage of direct labor)

• Fee (either a fixed amount or a percentage of direct labor)

These and other labor billing rates are discussed further in Chapter 20.

9:P65:DP/AG
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Chapter 6 Overhead Costs

This chapter discusses:

• Overhead Costs

• The Development of an Overhead Schedule

• Costs Normally Included in a Firm’s Overhead

• Unallowable Costs Included in Overhead

• Costs Which Create the Most Confusion for Consultants

Overhead Costs in General

Overhead costs are those general expenses incurred during the normal course
of operating a business. At times, these costs may be called General and
Administrative, Fringe Benefit Costs, Overhead, or Payroll burden.

The majority of firms doing business with WSDOT lump these business costs
together into a firm wide overhead rate. For management purposes, larger firms
may segregate the costs into the groups as previously identified. The reasons for
this distinction vary; therefore, we reference you to the nearest library or cost
accounting textbook. The primary reason is for the management of business costs
at the lowest level possible.

WSDOT Auditors use the Federal Acquisition Regulations (FARs) to assist in
establishing overhead costs which may be recovered in a firm’s overhead rate.
Note:  We said may be recovered!

The reader needs to understand the distinction between overhead costs and
overhead cost categories that can be included in an overhead rate.

This includes the fact that costs accepted by the Internal Revenue Service may
not be acceptable for contracting purposes with WSDOT because IRS and FARs
regulations are different.

This computed rate is normally applied to direct labor, ultimately to be recovered
against the agreement.

FARs Part 31 lists approximately 52 cost categories including direct and indirect
costs, interest expense, et al. What follows is a discussion of some of those
overhead costs which can and cannot be included in a firm’s overhead rate and
the basis.
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Words of Wisdom

Document, Document, Document — This cannot be over emphasized. If you want
to recover your overhead costs to the greatest extent possible, document the costs
incurred and have support showing payment for claimed expenditures.

For more detailed reading on the cost principles, we reference the reader to
Chapter 26 of this guide which contains the FARs, Part 31 Cost Principles,
applicable to commercial agreements.

Development of an Overhead Schedule

As you may have guessed by now, an overhead schedule can only be developed
if the firm has taken the time to segregate expenses by some logical cost grouping
identified in the accounting ledgers. Expenditures in these cost groups must be
segregated by direct project costs and indirect overhead costs. These costs are
then summarized on a monthly, quarterly, or annual basis. On an annual basis,
they might look like the example shown on the following page.

This example is typical of the costs found in many organizations and will be used
as the basis for further discussion in the remainder of this chapter.

The purpose of providing a sample overhead schedule is to establish a starting
point for a new consultant or subconsultant who is not familiar with developing
an overhead schedule.

Consultants and subconsultants who have done business with WSDOT in the past
are familiar with the required format. In addition, it makes good business sense for
consultants to know each year the overhead costs for their business, not only for
WSDOT agreements but any other contracts they participate in.

From our experience, there are a variety of ways consultants present overhead
schedules. They are acceptable as long as they present information in a format
we can use and audit. WSDOT Audit accepts overhead schedules for the latest
complete fiscal year. The dollar amounts on the overhead schedule should agree
with financial statements. Documents to support the overhead schedule should
be available for inspection. We review the support documents for compliance with
48 CFR 31 (Code of Federal Regulations Federal Acquisition Regulations System
Part 31 Contract Cost Principles and Procedures). We use other parts of 48 CFR
as well but Part 31 is the primary one. In addition, certain WSDOT directives
(i.e., D 13-50 Travel Expenses) are used for audit criteria.

Not all cost categories will be discussed in this chapter. The reader may be
referenced to another location where the cost has been previously discussed.
In some cases, we believe the title of the cost category is adequate regarding
the classification of the cost item.

Please Note:  There is a difference between the rules and regulations used by
the Internal Revenue Service for tax purposes and those used for government
contracting regarding the eligibility of business costs!
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Sheet 1

XYZ Corporation
Overhead Schedule
December 31, 1998

Stated Audited
Description Amount Adjustments Ref. Amount Percent

Direct Labor Base $1,220,565 $    26,703 L $1,247,268

Overhead Costs
Vacation Leave $  161,578 $  161,578 12.95%
Holidays 54,250 54,250 4.35
Sick Leave 24,972 24,972 2.00
Payroll Taxes 147,870 147,870 11.86
Employee Insurance 90,043 90,043 7.22
Unemployment Taxes 17,528 17,528 1.41
Worker’s Comp 7,564 7,564 0.61
401(k) Plan Contributions 32,752 32,752 2.63
401(k) Plan Administration 7,246 $         430 B 7,676 0.62
Bonuses 300,201 (3,588) D 296,613 23.78
Rent 142,947 142,947 11.46
Office Maintenance 17,785 17,785 1.43
Telephone 18,604 (1,232) F 17,372 1.39
Principal’s Salaries 126,130 (5,650) B 120,480 9.66
Clerical Salaries 80,006 80,006 6.41
Administrative Salaries 391,496 (28,514) C,L 362,982 29.10
Accounting 71,006 (5,570) E 65,436 5.25
Business Taxes 65,386 65,386 5.24
Insurance 101,571 (7,590) O 93,981 7.53
Warranty Service 3,035 (3,035) N 0 0.00
Employee Recruiting 18,798 (1,350) F,G 17,448 1.40
Printing, Stationary, Etc. 82,585 (4,490) F,I 78,095 6.26
Computer Expenses 59,967 (52,741) B,C 7,226 0.58
Computer Administration 41,394 (34,944) B,C 6,450 0.52
Auto and Travel 35,749 (24,939) B,K 10,810 0.87
Fees, Dues, Meetings, Etc. 31,186 (552) G 30,634 2.46
Subscriptions and Publications 6,444 6,444 0.52
Professional Services 10,265 (5,276) E,H,J 4,989 0.40
Depreciation 78,703 (59,829) C,M 18,874 1.51
Mileage Reimbursement (15,694) (15,694) -1.26
Advertising and Promotion 9,218 (9,218) A,F 0 0.00
Bad Debts 12,007 (12,007) A,H 0 0.00
Entertainment 3,800 (3,800) A 0 0.00
Contributions 1,110 (1,110) A,I 0 0.00
Federal Income Tax 66,258 (66,258) A,E 0 0.00
Interest 7,535 (7,535) A 0 0.00
Miscellaneous 14,876 (10,508) A 4,368 0.35
Cost of Money 6,462 6,462 0.52

Total Overhead Costs $2,332,633 $(349,306) $1,983,327 158.98%
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Sheet 1

Overhead Rate 190.58% 158.50%

References

A. Unallowable amounts removed by XYZ Corp. per various FARs cites.

B. Adjusted to year end trial balance actual cost amounts.

C. Allocation by XYZ Corp. to computer cost center.

D. Adjustment for WSDOT Bonus Policy.  Maximum allowable amount is 15% of total allowable
overhead.

E. Federal income tax return preparation over $250 unallowable per 48 CFR 31.205(b)(1),
48␣ CFR␣ 31.201-6(d), and WSDOT policy.

F. Advertising and public relations costs unallowable per 48 CFR 31.205-1(d).

G. Costs of alcoholic beverages unallowable per 48 CFR 31.205-51.

H. Bad debts unallowable per 48 CFR 31.205-3.

I. Contributions unallowable per 48 CFR 31.205-8.

J. Organization costs unallowable per 48 CFR 31.205-27(a)(1).

K. Travel costs in excess of Federal Travel Regulations unallowable per 48 CFR 31.205-46(a)(2)(i).

L. Adjust labor amount for uncompensated overtime.

M. Adjustment to XYZ Corp. capitalization policy.

N. Direct costs on other projects unallowable in overhead per 48 CFR 31.202(a).

O. Key man life insurance unallowable per 48 CFR 31.205-19(a)(2)(vi).
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Cost Categories Normally Included in a Firm’s Overhead Schedule

Accounting — costs incurred for staff accountants or outside accounting vendors.

Administration — typically, salary costs of people not charging to any one final
cost objective, such as a direct project.

Advertising and Promotion — mostly  unallowable costs.

Annual Leave — vacation time paid to employees, officers, and owners.

Auto and Travel — costs for travel that are not project related. Payment of these
costs must comply with the  Federal Travel Regulation.

Bad Debts — losses on projects due to write offs of billed uncollected costs and/or
unbilled costs. Not an allowable overhead cost.

Bonuses — incentive compensation; these costs are limited by WSDOT policy.

Business Taxes

Clerical Salaries — not charged direct to a project.

Computer Administration

Computer Expenses — net of costs recovered from direct billings.

Contributions — gifts to people or entities of money, services, assets, or any other
item that may appear in the balance sheet or general ledger of a firm. Not allowable
in overhead.

Depreciation

Direct Labor — dollar value of all labor worked for projects, regardless of whether
billed or not.

Direct Labor Base — the total amount of direct labor recorded for all projects.
The amount which is used as the base for the calculation of an overhead rate.

Employee Insurance — medical, dental, life, disability, etc.

Employee Recruiting — help wanted advertising and  interview expenses. Travel
costs must comply with the Federal Travel Regulation.

Entertainment — any expense which appears to be social in nature. Not allowable
in overhead.

Fees, Dues, Meetings — Costs of belonging to professional organizations and
societies. Cost of attending official business meetings. These costs must comply
with the Federal Travel Regulation where applicable.

Holiday — all paid holidays observed by the firm.

Income Taxes —federal income taxes are unallowable in overhead. State income
taxes are allowable.

Insurance — general business and liability insurance. May be paid to a vendor or
set up as a bona fide self insurance fund.

Interest Expense — Costs of borrowing, regardless of how paid. Unallowable in
overhead.
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Mileage Reimbursement — payments to employees for using their personal
vehicles for company business, net of costs recovered from direct billings to
projects. Rates paid cannot exceed the current rate allowed in the Federal
Travel Regulation.

Miscellaneous — any expense not included in another account.

Overhead — indirect business expenses not directly chargeable to a project.

Principals Salaries — not charged direct to a project.

Printing, Stationary — paper products not for promotional purposes.

Professional Services — general legal, accounting, management consulting, and
other services.

Rent — office and storage space costs, not charged direct to a project.

Repair and Maintenance — janitorial services and minor repairs to office space
and equipment.

Retirement —costs paid by the firm for retirement programs, including 401(k) plan
contributions and administrative expenses. Does not include contributions made by
the employees.

Sick Leave — costs paid by the firm normally associated for leave taken for illness,
injury, etc.

Social Security Taxes

Subscriptions and Publications

Telephone — costs incurred not chargeable to direct projects.

Unemployment Taxes

Warranty Services — costs incurred for previously completed projects, or fees for
service contracts.

Workers Compensation

Types of Unallowable Costs Often Included in Overhead

The following is a listing (which is not all-inclusive) of costs which auditors
typically find in a firm’s overhead cost categories.

Updates to this guide may include additional examples of unallowable costs as they
come to our attention.

Our recommendation to firms who may include these types of costs in their over-
head computation is remove them to the extent possible before the firm is audited.
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A

Advertising 48 CFR 31.205-1(d)

Alcoholic beverages per 48 CFR 31.205-51

B

Bad debt expense per 48 CFR 31.205-5(c)

Bonuses in excess of 15 percent of total allowable overhead are unallowable per
WSDOT policy.

Brochures per 48 CFR 31.205-1(f)(5)

C

Christmas party expenses in excess of $25 per employee per 48 CFR 31.205-14
and WSDOT policy

Christmas cards for clients and the general public per 48 CFR 31.201-4

Credits for income from work study employees 48 CFR 31.201-5 per 48 CFR
31.205-1(f)(7), 48 CFR 31.205-43(a)

Contributions per 48 CFR 31.205-8

Civic club dues, except Chamber of Commerce, per 48 CFR 31.205-1(f)(7)

Christmas gifts per 48 CFR 31.205-14

Common control rental costs per 48 CFR 31.205-36(b)(3)

Costs not identified per 48 CFR 31.201-6(c)

D

Depreciation in excess of amount claimed on federal tax return per 48 CFR
31.205-11

Donations per 48 CFR 31.205-8

Directory advertising per 48 CFR 31.205-1(d) & (f)(1)

Direct costs billed to clients per 48 CFR 31.202(a)

Display costs per 48 CFR 31.205-1(f)(2)(i)

E

Entertainment per 48 CFR 31.205-14

Expenses with no support documents disallowed per 48 CFR 31.201-6(c)

F

Flowers to clients per 48 CFR 31.205-13(a)

Federal income tax per 48 CFR 31.205-41(b)(1)

Federal income tax preparation fees over $250 per year per 48 CFR
31.205-41(b)(1), 31.201-6(d), and WSDOT policy

Finance charges per 48 CFR 31.205-20
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G

H

I

Interest per 48 CFR 31.205-20

J

K

Key man life insurance per 48 CFR 31.205-19(a)(2)(vi)

L

Local meals per 48 CFR 31.205-14 and WSDOT Travel Directive D 13-50, except
when the meal is a bona fide business meeting. To support costs, there must be
an agenda, a listing of people who attended showing how much was spent for
each person.

Local lodging per WSDOT Travel Directive D 13-50

Delinquent license fee per 48 CFR 31.201-3(a)

M

Costs of memberships in civic and community organizations, and not a membership
in trade, business, technical and professional organizations per 48 CFR
31.205-1(f)(7&8) and 48 CFR 31.205-43

N

O

P

Penalties per 48 CFR 31.205-15(a)

Prior year expenses per 48 CFR 31.201-2(c) and 48 CFR 31.201-3(a)

Premium time per 48 CFR 22.103-2

Q

R

Recovered in-house charges per 48 CFR 31.201-5

Recovered long distance phone calls per 48 CFR 31.201-5

Related party profit portion on rent per 48 CFR 31.205-36(b)(3)

S

Shareholder life insurance per 48 CFR 31.205-19(a)(2)(vi)



Overhead Costs

Audit Guide for Consultants
August 1999 6-9

T

Trade show and advertising per 48 CFR 31.205-1(f)

Preparation fees for federal income tax returns in excess of $250 per 48 CFR
31.205-41 and 31.201-6, and WSDOT policy

Travel costs exceeding maximum allowed per WSDOT Travel Directive D 13-50

U

Unsupported costs 48 CFR 31.201-6(c)

V

W

X

Y

Z

Establishment of a Direct Labor Base When Developing Overhead Rates

During an audit, the WSDOT auditor will analyze how the firm charges labor and
how it allocates costs based on the labor charges.

The objective of the analysis of the consultant’s labor system is to ensure that
labor costs are segregated between direct and indirect labor. This can include the
identification of specific cost or profit centers, departments, contracts or cost
objectives, or employees or groups of employees.

In reviewing a consultant’s direct labor base, the auditor may select a period
of time (usually the current fiscal year) to sample. The sample size selected is
dependent on the size of firm. The auditor will then identify and list all individuals
including the hours worked for direct projects and charged indirectly, including
vacation, holiday, and sick leave hours.

These costs may be traced to a summary document. The document could be
manually prepared or developed from a computer based system. This type of
document may be identified as a labor distribution report (LDR). The auditor will
compare the hours on the time sheet to the hours reported on the LDR. To make
comparisons, the auditor will request a copy of the payroll registers which coincide
with the time sheets and LDR amounts.

The auditor will then verify labor costs via a weekly or monthly payroll document
to a general ledger transaction which identifies the dollar amount. These costs
should match the dollar amount calculated by the auditor from the time sheets
and/or LDR. By comparing dollar amounts in the General Ledger, the firm’s
direct labor, indirect labor, holiday, vacation, and sick leave costs are verified.

Based on a series of audit samples, the auditor will either accept the labor system or
note deficiencies and adjust the direct labor base and/or indirect labor as necessary.
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Overhead Rate Development — General Summary

All amounts listed on an overhead schedule should agree with a general ledger,
trial balance, or financial statement. Preferably the consultants’ accountant or
certified public accountant should have compiled, reviewed, or audited the
financial statements for the latest complete fiscal year and when possible,
issued a report.

Direct Labor

Direct labor costs are normally the largest cost item listed on the overhead
schedule. Direct labor should be listed separately on the overhead schedule
because it is the basis for determining an allowable overhead rate. In order to
verify these costs, support documents needed may include:

• general ledger

• labor distribution reports

• payroll registers

• time sheets

• W-2s

• personnel files for paid hourly rates and job classifications

• check register

• canceled checks

• journal entries

• job charge coding lists

All original support documents used to generate the direct labor amount may
be requested.

Other Costs

All other costs on the overhead schedule can be grouped in various ways:

• indirect

• overhead

• fringe benefits

• salary related

• general and administrative

Support documents needed here include but are not limited to:

• general ledger

• invoices

• vouchers

• agreement files



Overhead Costs

Audit Guide for Consultants
August 1999 6-11

• recap of billed costs

• depreciation schedules

• tax returns

• rental agreements

• insurance policies

• bonus policy

• travel expenses

• check register

• cash disbursement journals

• canceled checks

• journal entries

• job charge coding lists

Indirect Labor

Indirect labor would include the same kind of support documents as direct labor:

• general ledger

• labor distribution reports

• payroll registers

• time sheets

Office and Administrative Costs

Office costs and other in-house costs for reproduction, computer time, word
processing, equipment rental, etc., can be stated so much per copy or so much
per hour. Documents used to calculate the per copy or per hour charge would be
necessary to determine the source of the per copy or per hour charge. Again, all
support documents used to generate amounts on the overhead schedule would be
needed. See Chapter 13 for more information.

All costs are subject to tests of allowability, allocability, and reasonableness based
on federal, state and WSDOT laws, rules regulations, and policies.

WSDOT Overhead Policy

The WSDOT Overhead Policy was issued in 1994. It is included here for your use.



Overhead Costs

Audit Guide for Consultants
6-12 August 1999

Cost Category WSDOT Policy (Overhead Costs)

Athletic Club Membership Allowable, if costs are reasonable (maximum $40 @ month @
employee using club) and memberships are available to all of the
consultant’s employees.

Bank Fees Allowable; unless the fee is for interest or penalties.

Candy Allowable per employee morale costs, if the costs are not
excessive when compared to industry standards.

Cookies Allowable per employee morale costs, if the costs are not
excessive when compared to industry standards.

Coffee Allowable per employee morale costs, if the costs are not
excessive when compared to industry standards.

Chamber of Commerce Dues Allowable; these are business organizations.

Christmas Cards Allowable for employees and their families only. Unallowable
for clients, etc.

Christmas Parties Allowable, if reasonable. Allow up to $25 per attending employee,
however, must exclude alcoholic beverage costs.

Donuts Allowable per employee morale costs, if the costs are not
excessive when compared to industry standards.

Federal Income Tax Preparation Allowable up to $250 per year.

Flowers Allowable per employee morale costs, if the costs are not
excessive when compared to industry standards.

Greeting Cards Not allowable. This is an advertising cost.

Lunches (Incurred during nontravel status) Allowable at a bona fide
business meeting and if the following documentation is provided:

1. Date and location of meeting.

2. Names of attendees.

3. Purpose of the meeting.

4. Cost of meeting, by item.

Note:  The allowable amount per person cannot exceed the
WSDOT Travel Directive D 13-50 amount for the meal period.

Subsistence/Lodging Costs Consultant is not subject to the maximum lodging, or subsistence
amount as outlined in WSDOT Directive D 13-50 in overhead
(this can include incidentals, tips, transportation to meals, etc.).
They are subject only to the total per diem cost limitations.

Summer Picnics Allowable, if reasonable. Allow up to $10 per attending employee.
However, must exclude alcoholic beverage costs.
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Chapter 7 Direct Nonsalary Costs

Direct nonsalary costs (also called reimbursables) are those costs other than
payroll and overhead costs which are incurred specifically for a given project.
Depending upon the type of contract or agreement, these costs may or may not
be billed to the client.

Types of Direct Nonsalary Costs

Types of direct nonsalary costs typically charged to a WSDOT agreement include
but are not limited to:

• plan copies
• long distance phone calls
• travel
• subcontract costs
• mileage costs
• subsistence
• equipment rental
• photographs
• contract employees
• computer expense
• photocopies
• faxes
• courier service

Recording Direct Nonsalary Costs

A firm should record direct nonsalary costs separately from overhead costs in their
accounting system. Even when a firm does not bill these costs directly to a project,
they should be recorded as direct costs. If discovered by the auditor in direct costs,
they will be removed, ref: 48 CFR 31.202(a).

Some firms elect to record direct nonsalary costs in their overhead accounts. When
this is done, the firm must be able to prove that the overhead accounts are credited
for all revenues billed to clients and for all unbilled direct nonsalary costs. Whether
or not the firm actually collects on the billings is not relevant.
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Audit of Nonsalary Costs

As with other costs, these costs must be properly supported in the records of the
organization and traceable to source documentation.

Testing for allowability, reasonableness, and allocability is standard procedure for
the auditor.

Developing Charge-Out Rates for Selected Direct Nonsalary Costs

For development of charge-out rates for computer costs, computer assisted drafting
and design equipment, copy machines etc., see Chapter 13.
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Chapter 8 Fixed Fee

Fee is the amount of profit allowed by an agreement. In a cost plus fixed fee
agreement, it is a set dollar amount that is billed monthly by the estimated
percentage of work completed. In an all-inclusive hourly rate agreement, fee
is a component of the hourly billing rate.

The auditor will review fee paid (when not included in an all-inclusive hourly
rate) to determine that the firm has received compensation based on the terms of
the agreement and the progress billing to date.

The amount of fee is determined during negotiations between the consultant and
the contracting office. WSDOT uses a formula to calculate fees for each job. The
formula takes into account job complexity, difficulty, risk, consultant investment in
equipment, number of subconsultants, and other factors (see the following pages).

By policy, WSDOT limits fee to a range of 17 to 35 percent of direct labor. By
policy, FHWA limits fee to a range of 10 to 15 percent of direct labor plus overhead
on federally funded projects.

For additional information on this subject, talk to the contracting officer or the
consultant liaison person handling the proposed or ongoing agreement.

Fee Including Profit

1. Fee should be established as a dollar amount after considering:

a. Degree of risk.

b. Nature of the work to be performed.

c. Joint venture responsibilities.

d. Extent of the consultant’s investment.

e. Number and amount for subconsultants.

f. Other criteria such as discussed in 48 CFR 31.105.

The final step is to determine a reasonable profit.

You may use a “weighted guideline method” of computing fee.

This is a technique that will ensure consideration of the relative values of
the appropriate factors in the establishment of a fee during negotiations and
provide documentation of how the fee was determined.
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2. In negotiating fee as an element of price, a reasonable fee shall be negotiated or
determined for each agreement by using the following procedure as a guide.

Weighted Guidelines

Factor Rate Weight Value

Degree of Risk 25
Relative Difficulty of Work 20
Size of Job 15
Period of Performance 15
Contractor’s Investment 5
Assistance by the State 5
Other Criteria 5
Subconsultants 10

100

3. Based on the circumstances of each agreement, each of the above factors shall
be weighted from .17 to .35 as indicated below. The value shall be obtained by
multiplying the rate by the weight. The value column, when totalled, indicates
the fair and reasonable fee percentage of direct labor costs for the agreement.

Degree of Risk — Where the design involves no risk or the degree of risk is
very small, the weighting should be .17; as the degree of risk increases, the
weighting should be increased up to a maximum of .35. Agreements with
options will have, generally, a higher weighted value than agreements without
options for which quantities are provided. Other things to consider: the portions
of the design to be done by subconsultants, nature of design, relationship of
project estimated costs to realistic estimated costs, responsibility for design,
reasonableness of negotiated costs, amount and type of labor included in costs,
whether the negotiation is before or after performance of work, amount of
principal time required.

Relative Difficulty of Design — If the design is most difficult and complex the
weighting should be .35 and should be proportionately reduced to .17 for the
simplest of jobs. This factor is tied in, to some extent, with the degree of risk.
Some things to consider: the nature of the design; by whom it is to be done,
i.e., subcontractors, consultants; what is the time schedule; rehabilitation work
or new work.

Size of Job — All agreements with estimated total costs less than $50,000 may
be weighted at .35. Agreements estimated between $50,000 and $500,000 may
be proportionately weighted from .35 to .21. Agreements from $500,000 to
$1,000,000 may be proportionately weighted from .21 to .17 and work in
excess of $1,000,000 at .17. It should be noted that the magnitude of the job
effects better control of fixed expenses.

Period of Performance — Agreements that extend in excess of 23 months are
to be weighted at .35. Agreements of lesser duration are to be proportionately
weighted to a minimum of .17 for work not to exceed 60 days. No weight
where additional time is not required. This basically refers to changes that can
be done within the original contract time. Exposure over long time jobs creates
more chance of loss and less revenue to recover fixed expenses.
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Contractor’s Investment — To be weighted from .17 to .35 on the basis of
below average, average, and above average. Things to consider: amount of
subcontracting, government-furnished items, surveys, soil tests, methods of
making progress payments, etc.

Assistance by the State — To be weighted from .35 to .17 on the basis of
average to above average. Things to consider: existing design or plans,
mapping, quantities, surveys, geotech information, etc.

Other Criteria — To be weighted from .35 to .17 on the basis of allowable
cost to the consultant.

Subconsultants — To be weighted in proportion to the amount of
subconsultants. Where 40 percent or more of the design is to be subbed out,
the weighting is to be .35 and such weighting proportionately decreased to
.17 where all the design is performed by the consultant’s own forces.

When considered necessary because of unusual circumstances or local
conditions, the range of weight may be increased above 35 if supported by
adequate justification and approved by the Assistant Secretary, Environmental
and Engineering Service Center.
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Consultant Fee Computation

Agreement Y-

Project: ___________________________________________________

___________________________________________________

___________________________________________________

Consultant: ___________________________________________________

Estimated Design Fee: $________________________________________

Weighted Guidelines

Factor Rate Weight Value

Degree of Risk 25 X =

Relative Difficulty of Work 20 X =

Size of Job 15 X =

Period of Performance 15 X =

Contractor’s Investment 5 X =

Assistance by the State 5 X =

Other Criteria 5 X =

Subcontracting 10 X =

Total 100 = %

Prepared By: ___________________________________________________

Date: ___________________________________________________
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Chapter 9 Subconsultants

Depending upon the size of an agreement and the variety of expertise required
to accomplish a project, the consultant may elect to contract out part of the work
to subconsultants. Also, federal and state requirements may require the use of
disadvantaged minority women’s business enterprises (DMWBE) in government
contracted work.

The use of specific subconsultants and amounts to be billed by subs must be
approved in the agreement in writing. Exhibits to the agreement will include the
subconsultants proposed labor costs, overhead costs, direct nonsalary costs, and
fee in the same manner as for the prime consultant.

All federal, state, and WSDOT rules, regulations, and policies are applicable to
the subs.

The firms should discuss this area with the WSDOT contracting officer or
consultant liaison in charge of the proposal.

Subconsultants should work with the prime in order to ensure that they understand
the contractual relationship that exists between the two organizations. In addition,
they should ensure for themselves that they understand the reporting requirements,
record retention requirements, and the overall relationship between the work
they perform and what is required by the prime as well as WSDOT Audit and
management.

Note:  Contract labor, i.e., contract employees hired for a specific project are
considered to be a subcontractor to either the prime or designated subconsultant.
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Record Retention
Chapter 10 for Consultants

Summary

The auditors rely upon a review of source documentation when conducting their
audit of a firm’s records.

Simply stated:

No source records = Questioned costs and recommendations that billed and paid
costs be recovered from the consultant.

PLEASE NOTE !!!!!! PRIME AND SUBCONSULTANTS

It is important for the consultant to realize the following:

The requirement to retain all project and accounting records extends from the
prime consultant to the subconsultant to any and all tiers. To further emphasize,
prime consultants are responsible for ensuring that their subconsultants retain
their original records as required by the agreement! If an audit has fundings on
a subconsultant due to unavailable records, the prime consultant is responsible
for paying the finding.

For subconsultants, it is important to remember that the three-year record retention
period is three years from the date of final payment from WSDOT to the Prime
Consultant. This can be much longer than three years from the date of final
payment to the subconsultant.

Once an audit begins, the requirement to maintain records by the consultant
continues until final resolution of the audit occurs. This extends the three-year
requirement even further. Otherwise, the usual three-year period governs.

Consultants have the responsibility to maintain these records at their business
location. Nowhere does it say that if the consultant has already sent copies of their
records to WSDOT, they no longer are required to maintain all original records for
the prescribed period of time.

The consultant has the responsibility to provide original documents as requested
by the auditor.

Missing original supporting records or a lack of an audit trail is cause for audit
findings.

Because of the importance of this area, we make direct reference to the audit
criteria, 48 CFR Part 4 Administrative Matters Subpart 4.7 Contractor Records
Retention.
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4.700 Scope of Subpart

“This subpart provides policies and procedures for retention of records by
contractors to meet the records review requirements of the Government. In this
subpart, the terms “contracts” and “contractors” include “subcontracts” and
“subcontractors. . . .”

4.703 Policy

(a) “. . . contractors shall make available records, which includes books,
documents, accounting procedures and practices, and other data, regardless of type
and regardless of whether such items are in written form, in the form of computer
data, or in any other form, and other supporting evidence to satisfy contract
negotiation, administration, and audit requirements of the contracting agencies . . .”

(c) “Nothing in this section shall be construed to preclude a contractor from dupli-
cating or storing original records in electronic form unless they contain significant
information not shown on the record copy. Original records need not be maintained
or produced in an audit if the contractor or subcontractor provides photographic or
electronic images of the original records and meets the following requirements:
(1) The contractor or subcontractor has established procedures to ensure that the
imaging process preserves accurate images of the original records, including
signatures and other written or graphic images, and that the imaging process is
reliable and secure so as to maintain the integrity of the records. (2) The contractor
or subcontractor maintains an effective indexing system to permit timely and
convenient access to the imaged records. (3) The contractor or subcontractor retains
the original records for a minimum of one year after imaging to permit periodic
validation of the imaging systems.”

(d) If the information described in paragraph (a) of this section is maintained on
a computer, contractors shall retain the computer data on a reliable medium for
the time periods prescribed. Contractors may transfer computer data in machine
readable form from one reliable computer medium to another. Contractors’ com-
puter data retention and transfer procedures shall maintain the integrity, reliability,
and security of the original computer data. Contractors shall also retain an audit
trail describing data transfer. For the record retention time periods prescribed,
contractors shall not destroy, discard, delete, or write over such computer data.”
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Chapter 11 Task Assignment Agreements

Agreements with multiple tasks can be written in different ways. The following is
a generalization of the extent of record keeping necessary to comply with the usual
audit requirements and some of the pitfalls to avoid.

Labor Costs

Consultants and their subconsultants should maintain time sheets (cards/tickets)
with coding to separately identify hours for each and every task order assignment
or subtask order assignment. A master job charge coding chart should be main-
tained which identifies the task order by name and associated alpha/numeric
designated code.

Pitfalls to avoid:

1. Changing a job code from one task number to another.

2. Using the same name or code for more than one task order.

3. Charges in excess of the established maximum amount payable for the
individual task.

4. Charging for work performed before the authorized start date or after the
authorized end date.

Direct Nonsalary Costs

For direct nonsalary costs (commonly termed reimbursables), the consultant and
subconsultants need to identify on each vendor’s invoice the appropriate task
assignment number. For costs of in-house charges, sufficient coding must be
included on the log sheets, mileage records, expense vouchers, or other source
document. The auditor must be able to trace expenses to the source document.
This coding should be done in a manner similar or identical to that used for the
time sheets.

Pitfalls to avoid:

1. Splitting of outside vendor invoices between the various task assignment orders
without a reasonable basis.

2. Failure to identify the task order that relates to the invoice or in-house cost.

Filing records associated with multiple task agreements.

The auditor must have access to the following types of information:

1. Task order documents.

2. Billings by task.

3. Original source documentation by task.
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When setting up a filing system, the consultant should take care to ensure that the
system allows easy access to information or data. Mixing the task information
together often results in a difficult audit trail.

Sometimes, items such as time sheets, invoices, or other original documents are
lost or misplaced and this leads to questioned costs unless they can be found.
This adds to audit time and the consultant’s frustration with the total audit process.

It should also be noted that all costs incurred on specific task assignments are
considered direct costs. Such costs may not be transferred to overhead or to other
tasks or projects simply because they were not paid during the normal process of
progress billings.
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Chapter 12 Invoicing WSDOT

When invoicing WSDOT, the consultant should clearly identify the billing period,
names and job classifications of all individuals being billed, the payroll or billing
rate by individual, the actual hours each individual worked, the overhead applied if
applicable, the direct nonsalary costs, subconsultant costs if any, and profit applied.
These costs must be clearly identified by task and preferably sorted by task within
the monthly billing.

Example:  (The actual format requested by WSDOT management may vary.)

Note:  Names, job classes, task numbers, and hours are assumed for this example
only.

Job
Period Employee Class Task Hours Rate Dollars
1/1- G. Jones Eng. V 121.1 14.5 $32.25 $467.63

2/28/97
Total Labor Task 121.1 $ 467.63
Overhead @ 143.48% $ 670.96
Direct Nonsalary Costs:

Copies 233 at 3.5 cents $ 8.16
Mileage 400 miles at 31 cents 124.00
Hotel/Per diem 1/5-1/9 475.00

Total Direct Nonsalary Costs $ 607.16 $ 607.16
Subconsultants (See Attached Backup for Invoice)
Geotech Inc. $ 5,789.09
Engineering Group Ltd. 999.43
Conglomerate Drillers 7,776.52
Total Subconsultant Costs $14,565.04
Profit @ 32.2% of Direct Labor $ 150.58
Total Task 121.1 This Billing $16,461.37
Billings prior to This Invoice $ 346,987.05
This Billing 16,461.37
Total Billed to Date $ 363,448.42
Task 121.1 Maximum $ 455,456.78
Amount Left on Task 121.1 $ 92,008.36
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Job
Period Employee Class Task Hours Rate Dollars
1/14- G. Jones Eng. V 43.2 44.0 $32.25 $1,419.00

2/17/97
Total Labor Task 43.2 $ 1,419.00
Overhead @ 143.48% $ 2,035.98
Direct Nonsalary Costs:

Copies 23 at 3.5 cents $ 0.81
Mileage 288 miles at 31 cents 89.78
Hotel/Per Diem 1/22-1/28 665.00

Total Direct Nonsalary Costs $ 755.09 $ 755.09
Subconsultants — None this billing
Profit @ 32.2% of Direct Labor $ 456.92
Total Task 43.2 This Billing $ 4,666.99
Billings Prior to This Invoice $ 309,654.32
This Billing 4,666.99
Total Billed to Date $ 314,321.31
Task 43.2 Maximum $ 400,888.50
Amount Left on Task 43.2 $ 86,567.19

Note:  As with other examples shown in this guide, the use of the same or similar
type format will not ensure the allowability of costs billed to the department.

For any item billed to WSDOT, the costs must be supported by source
documentation, be reasonable, allowable, and allocable to the project.

Select costs may require advance approval from the contracting officer.

This example of a billing format is what WSDOT Audit would like to see.
Individual contracting officers may have a format which varies from those shown
above. Check with the contracting office for the format and details expected on a
firm’s billing.
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Development of
Chapter 13 Charge-Out Rates

This chapter addresses the development of charge-out rates for computer use,
CADD, equipment, copies, etc.

Basic Requirements

In order for in-house equipment usage or other costs to be billable directly to
a WSDOT project, several conditions must be met. (This excludes mileage for
automobiles and light trucks which must be billed out at the WSDOT Travel
Directive D 13-50 rate per mile, or the actual rate, whichever is less.)

1. Maintenance and summarization of accounting records sufficient to prove
the actual rate(s) for the in-house cost(s) to be charged.

2. Fully depreciated equipment requires a special advance agreement to allow
any charge on the agreement.

3. Consistent application of charging the same in-house cost rates directly to
all jobs by the consultant.

This means a record of total usage both direct and indirect (total hours, items,
miles, and so forth) must be kept and total associated costs must be kept. Total
costs divided by total usage would equal the appropriate rate. Only the total
indirect usage is acceptable for inclusion in the consultant’s overhead rate.

Example:

For copies to be charged directly to an agreement, the consultant must maintain a
record of the total copies used per year and divide this into total copier expenses.
This may include copier lease or depreciation, repair and maintenance, supplies
and labor. If any of the expenses are already in the consultant’s overhead schedule,
then the overhead schedule would have to be credited for the direct project cost
amounts.

Market Rates Are Not Acceptable

It is neither accurate nor acceptable to use a market rate as a charge rate. Nor to
then credit overhead for the amount charged out on all agreements for two reasons:

1. Market rates are not actual cost because they include a profit.

2. The consultant’s jobs may not identify all usage.
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Costs Not Allowed by Agreement (Contracts) or Clients

Consultants may encounter situations where a client does not allow the firm to
bill all direct nonsalary costs incurred by the firm while working on a project.
The situation may also exist where agreement dollar limits are being reached by
the consultant, requiring them to make the choice of billing labor costs versus
direct nonsalary costs.

In cases like those described above, those costs associated with the nonbilled
direct nonsalary costs cannot be put into the firm’s overhead. This would result
in an inflated overhead rate being applied to WSDOT agreements. Any such costs
identified by the auditor will be eliminated from the overhead account values,
and the rate adjusted accordingly.

If you need more information on this subject, please contact the Audit Office.

FARs Discussion on Equipment Use Rates and Costs

In regard to rates charged for fully depreciated equipment, FAR 48 CFR 31.109
Advance Agreements, Paragraph (h) states that “Examples of costs for which
advance agreements may be particularly important are — (2) Use charges for fully
depreciated assets;”

In regard to rates charged for construction equipment, FAR 48 CFR 31.105,
Construction and architect-engineer contracts,  Paragraph (d) states that “Except as
otherwise provided in this paragraph, the allowability of costs for construction and
architect-engineer contracts shall be determined in accordance with Subpart 31.2.”

Subparagraph (2) goes on to say “Construction equipment as used in this section,
means equipment (including marine equipment) in sound workable condition,
either owned by or controlled by the contractor or the subcontractor at any tier, or
obtained from a commercial rental source, and furnished for use under Government
contracts.”

(i) “Allowable ownership and operating costs shall be determined as follows:”

(A) “Actual cost data shall be used when such data can be determined for both
ownership and operations costs for each piece of equipment, or groups
of similar serial or series equipment, from the  contractor’s accounting
records. When such costs cannot be so determined, the contracting agency
may specify the use of a particular schedule of predetermined rates or any
part thereof to determine ownership and operating costs of construction
equipment (see subdivisions (d)(2)(i)(B) and (C) of this section). However,
costs otherwise unallowable under this part shall not become allowable
through the use of any schedule (see 31.109(c)). For example, schedules
need to be adjusted for Government contract costing purposes if they are
based on replacement costs, include unallowable interest costs, or use
improper cost of money rates or computations. Contracting officers should
review the computations and factors included within the specified schedule
and ensure that unallowable or unacceptable computed factors are not
allowed in cost submissions.”
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(B) “Predetermined schedules of construction equipment use rates (e.g., the
Construction Equipment Ownership and Operating Expense Schedule,
published by the U.S. Army Corps of Engineers, industry sponsored
construction equipment cost guides, or commercially published schedules
of construction equipment use cost), provide average ownership and
operating rates for construction equipment. The allowance for operating
costs may include costs for such items as fuel, filters, oil, and grease;
servicing, repairs, and maintenance; and tire wear and repair. Costs of
labor, mobilization, demobilization, overhead, and profit are generally
not reflected in schedules, and separate consideration may be necessary.”

(C) “When a schedule of predetermined use rates for construction equipment
is used to determine direct costs, all costs of equipment that are included
in the cost allowances provided by the schedule shall be identified and
eliminated from the contractor’s other direct and indirect costs charged to
the contract. If the contractor’s accounting system provides for site or home
office overhead allocations, all costs which are included in the equipment
allowances may need to be included in any cost input base before comput-
ing the contractor’s overhead rate. In periods of suspension of work
pursuant to a contract clause, the allowance for equipment ownership shall
not exceed an amount for standby cost as determined by the schedule or
contract provision.”

(ii) “Reasonable costs of renting construction equipment are allowable. . .”

In regard to the prohibition from including direct costs in overhead, FAR 48 CFR
31.202 Direct Costs, states that

(a) “A direct cost is any cost that can be identified specifically with a particular
final cost objective. No final cost objective shall have allocated to it as a direct
cost any cost, if other costs incurred for the same purpose in like circumstances
have been included in any indirect cost pool to be allocated to that or any other
final cost objective. Costs identified specifically with the contract are direct
costs of the contract and are to be charged directly to the contract. All costs
specifically identified with other final cost objectives of the contractor are
direct costs of those cost objectives and are not to be charged to the contract
directly or indirectly.”

(b) “For reasons of practicality, any direct cost of minor dollar amount may be
treated as an indirect cost if the accounting treatment —

(1) Is consistently applied to all final cost objectives; and

(2) Produces substantially the same results as treating the cost as a direct cost.”
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Summary

If you want to charge out computer time, photocopies, CADD, equipment,
etc., have:

• The rate methodology documented.

• Costs used in the methodology supported in your records.

• Be consistent in charging directly to projects.

• Include only the net amount (after revenues) as indirect costs in overhead.

The costs billed in all cases will be reviewed by the auditor for reasonableness,
allowability, and allocability to the WSDOT project.

Regardless of how billing rates are determined, all costs applicable to the
equipment being billed must be removed from overhead accounts. This includes
maintenance, depreciation, storage, insurance, and transportation costs.

17:P65:DP/AG



Chapter 14

Related Party Transactions



Audit Guide for Consultants
August 1999 14-1

Chapter 14 Related Party Transactions

Common control in related party transactions exists when business transactions
are conducted at less than arm’s length between businesses and/or persons that
have a family or business relationship. Examples are transactions between family
members, transactions between subsidiaries of the same parent company, or
transactions between companies owned in whole or in part by the same person
or persons.

Reference:  48 CFR 31.205-36 Rental Costs

Paragraph (b) “The following costs are allowable;”

Subparagraph (3) “Charges in the nature of rent for property between any divisions,
subsidiaries, or organization under common control, to the extent that they do not
exceed the normal costs of ownership, such as depreciation, taxes, insurance,
facilities capital cost of money, and maintenance (excluding interest or other
unallowable costs pursuant to Part 31), provided that no part of such allowed
costs shall duplicate any other allowed cost.”

This criteria (cost principle) is used as a basis for rental costs. The principle
identifies what is not allowed. Specifically, profit on rental transactions of property
and/or equipment between organizations under common control. We find problems
with unallowable rental profit being included in overhead rates more often in small
businesses than in large ones.

Common Problems

The most common problem found by the auditor is when the consulting firm being
audited pays rent for office, laboratory, or warehouse space and/or equipment to
another firm owned in whole or in part by the owner, or directly to the owners,
or family members of the owner of the consulting firm. WSDOT Audit considers
common control to exist when ownership of either firm is put in the name of
another family member, such as the spouse or children.

When Common Control is Found

Once common control is found, the auditor will need copies of financial statements
and/or tax returns of the rental company. If the rental company has reported a
profit, that portion of profit attributed to payments by the consulting firm in
common control is unallowable for overhead. Costs that are unallowable in the
consultant’s overhead rate per FARs are also unallowable in calculating costs of
the building.

In the case of space rent, the portion of unallowable profit in overhead is usually
determined on a square footage basis. For instance, if 100 percent of available
space is rented to the consulting firm being audited, than 100 percent of the profit
is unallowable. If only 10 percent of the available space is used by the consulting
firm, than 10 percent of the profit is unallowable.
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If common control ownership is not 100 percent, than the actual percentage of
ownership will be used to calculate the amount of unallowable common control
point.

For equipment rentals, the amount of unallowable profit in overhead is determined
on a case-by-case basis using a reasonable allocation of costs and revenues between
the equipment rented under common control and equipment rented to other firms.

Once the amount of unallowable profit in rental payments has been determined,
that amount will be shown as a reduction adjustment on the overhead schedule or
to a direct billing charge for services.

Summary

The common control issue is a complex problem. In many cases, input from legal
counsel may be required in order to determine the final outcome of audit questions.

Should the auditor become aware of a situation that appears to be a common
control issue, numerous questions will be asked. In addition, requests for docu-
mentation and information will be made of the firm which may not be considered
relevant by the auditee based on their experience with a purely financial type audit.
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Chapter 15 Single Audit Act

In November 1995, Congress passed the National Highway System Designation
Act (NHS).  Section 307 of the Act, “Quality Through Competition,” revised
Section 112(b)(2) of Title 23, United Stated Code, which deals with contracting
for engineering and design services.

This new section requires that agreements or subagreements for engineering and
design services funded in whole or in part with federal aid highway funds be
audited in accordance with the Federal Acquisition Regulations (Code of Federal
Regulations, Title 48, Part 31).  It also established the requirement that, instead
of doing its own audits, a recipient of funds by an agreement or subagreement
awarded in accordance with Section 112.A would accept indirect cost rates
established by a cognizant federal or state government agency.

The new section states that “once a firm’s indirect cost rates are accepted . . ., the
recipient of the funds shall apply such rates for the purposes of contract estimation,
negotiation, administration, reporting, and contract payment and shall not be
limited by administrative or de facto ceilings of any kind.”

The major impact on WSDOT was that the agency eliminated the 165 percent
cap on overhead rates that had been used for years.  In cooperation with AASHTO
and its member state departments of transportation, WSDOT had already been
accepting and using indirect cost rate audits done by other federal and state
agencies for several years.  We continue to accept audited rates by federal and
state agencies and by CPA firms when their workpapers have been reviewed by
and their work accepted by a federal or state agency.  We also provide indirect
cost rate data on firms that we have audited to other federal and state agencies
when asked to do so.

Washington State

The Washington State Auditor’s Office (SAO) is responsible for auditing state
agencies, counties, cities, towns, school districts, ports, and other government
agencies within the state. Under the Single Audit Act, they have to audit major
federal programs directly. Therefore, virtually all expenditures of federal funds by
government agencies in Washington are audited by SAO in their normal course of
work. However, they do not specifically test a federal aid program unless it comes
up in their sampling. It is assumed that if the agency’s accounting systems and
internal control structure are adequate, then control over expenditures of federal
funds is also adequate and in compliance with the agreement or grant.
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Actual Implication

What this actually means is that Federal Highway Administration and Federal
Transit Authority agreements and grants with government agencies in Washington
State are not directly audited. For this reason, it is WSDOT policy to audit agree-
ments and grants with private businesses with minimum expenditures of $100,000
or more. Upon request by the contracting officer or other authority, we will also
audit work conducted for local agencies by consultants when costs are less
than $100,000.

We audit these agreements with government agencies even though they are
included in the single audit conducted by SAO. In this way, we are able to satisfy
ourselves that the problems cited by the Health and Human Services Inspector
General in his report on the Single Audit Act do not mask problems with transpor-
tation agreements and grants. These problems include (1) sample sizes that are too
small to be representative of the population tested, (2) lack of testing to specific
agreement and grant requirements, and (3) lack of auditing and monitoring of
subrecipients.
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Auditor’s Review
Chapter 16 of Internal Control

When the WSDOT Audit Office conducts an audit (i.e., preaward, interim, special,
or post), an internal control review and accounting system review are performed.

Government auditing standards require that: “A sufficient understanding of the
internal control structure is to be obtained to plan the audit and to determine the
nature, timing, and extent of tests to be performed.”

The internal control structure consists of the control environment, accounting
systems, and specific internal control procedures. Internal control is the responsi-
bility of the consultant’s management. The policies and procedures that consultant
management establish for the firm determine the internal control structure. Once
the auditor obtains an understanding of the internal control structure of the
consultant, a written report is made part of the audit report.

Unless we are relying on work done by another auditor, the auditor conducts an
internal control review using an internal control questionnaire. This questionnaire
discusses the following general areas of the consultants’ accounting system: general
controls; cash receipts; cash disbursements; bank reconciliations; accounts receiv-
able; accounts payable; inventories; property, plant and equipment; purchasing and
receiving; and, payroll. Questions are asked in a yes, no, or not applicable format.
Normally, it does not take long to answer the questions as they pertain to the
consultant’s accounting system.

Audit tests during the audit process are used to verify that the conditions as
reported exist within the organization.

During each succeeding audit we perform of the consultant, the internal control
questionnaire is updated. This lets us know if any changes have been made to the
internal control structure since the last time we audited the consultant. There are
instances where we have audited a consultants’ complete fiscal year and the con-
sultant has been awarded additional agreements from WSDOT. In this instance,
we can rely on the previous internal control review.
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Chapter 17 WSDOT Standard Agreements

Some organizations have legal services within their operation. Others acquire
such services on an as need basis, usually after getting into contractual problems.

We have included copies of standard WSDOT consultant agreements.

We highly recommend that when entering into an agreement with WSDOT,
that someone of authority and those close to the agreement read the complete
agreement!

It may save you trouble in the end.

In order for you to become familiar with the types of agreements used by WSDOT,
we have provided the following:

• Cost Plus a Fixed Fee

• Negotiated Hourly Rates

• Task Order Negotiated Hourly Rates

• Provisional Hourly Rates

• Task Order Provisional Hourly Rates

• Lump Sum

Negotiated hourly rate and provisional hourly rate agreements may also be called
all-inclusive hourly rate agreements.

If prior to signing the agreement or if during the course of performing the work the
firm has any questions regarding the eligibility of costs or procedures for doing
something, contact the WSDOT consultant coordinator for an explanation!
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1999 Professional Services Consultant Agreement —
Cost Plus a Fixed Fee
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1999 Professional Services Consultant Agreement —
Negotiated Hourly Rates
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1999 Professional Services Consultant Agreement Task Order —
Negotiated Hourly Rates
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1999 Professional Services Consultant Agreement —
Provisional Hourly Rates
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Conflict of
Chapter 18  Interest — Who Me?

The following is being provided for information purposes only. In part, it is the
opinion of the Audit Office, i.e., it is not based upon legal counsel. Therefore, the
reader should come to their own conclusions.

In rare cases, auditors do observe situations which approach a conflict of interest
between the consultant community and WSDOT.

The reader needs to be aware of this potential for conflict of interest and the
implications which may result from such activity.

Basic Definition

Webster’s New World Dictionary, Second College edition, defines conflict of
interest as “a conflict between one’s obligation to the public good and one’s
self-interest, as in the case of a public officeholder who owns stock in a company
seeking government contracts.”

48 CFR 3.101-1 discusses standards of conduct. “Government business shall be
conducted in a manner above reproach and, except as authorized by statute or
regulation, with complete impartiality and with preferential treatment for none.
Transactions relating to the expenditure of public funds require the highest degree
of public trust and an impeccable standard of conduct. The general rule is to avoid
strictly any conflict of interest or even the appearance of conflict of interest in
Government-contractor relationships.” Part 3.101-2 states “As a rule, no Govern-
ment employee may solicit or accept, directly or indirectly, any gratuity, gift, favor,
entertainment, loan, or anything of monetary value from anyone who (a) has or is
seeking to obtain Government business with the employee’s agency, (b) conducts
activities that are regulated by the employee’s agency, or (c) has interests that may
be substantially affected by the performance or nonperformance of the employee’s
official duties.”

In 1994, the Washington State Legislature passed a new state ethics law that applies
to all state employees and officers.

The basic guiding principle is that a state officer or employee may not use his or
her public position for private benefit or gain. This basic guiding principle is
reflected in the following summary of four general provisions of the ethics law.

1. A state officer or employee may not have a financial or other interest, or
engage in any business or professional activity that is in conflict with his or
her official duties. ESSB 6111, Paragraph 102.

2. A state officer or employee may not use his or her official position to secure
special privileges for himself or herself or any other person. ESSB 6111,
Paragraph 107.



Conflict of Interest — Who Me?

Audit Guide for Consultants
18-2 August 1999

3. A state officer or employee may not receive any compensation or gift from a
source, except the state, for performing or deferring the performance of any
official duty. There is no minimum value for a gift. ESSB 6111, Paragraph 111.

4. A state officer or employee may not receive a gift or favor, if it could be
reasonably expected to influence or reward his or her vote, judgment, action,
or inaction. There is no minimum value for a gift. ESSB 6111, Paragraph 114.

Arm’s Length Transactions

Consultants need to be aware of WSDOT policies that may restrict the eligibility
of former WSDOT employees, hired by the consultant, from working in an official
capacity and dealing with the department. The Audit Office recommends that if the
consultants have any concerns regarding this area, they should contact the WSDOT
Audit Office located in the WSDOT Olympia Service Center building in Olympia.

Be aware of the following:

Private firms should not attempt to entertain WSDOT employees. This includes
buying their lunches and/or dinners. Likewise, WSDOT employees should not
accept any form of gratuity including paid lunches and/or dinners from any private
firm doing business with or having a potential of doing business with WSDOT.
WSDOT does not consider paying a consultant with federal and state tax dollars
to entertain WSDOT employees to be a legitimate business expense.

These types of costs should not be included in the overhead calculations, and
they should never be billed as direct nonsalary costs to a WSDOT agreement.
The bottom line is that if there is any question as to whether or not something is
a conflict of interest, do not do it!
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Sole Proprietorships —
Chapter 19 Wage and Billing Rates

This chapter address the following areas:

• Establishing the sole proprietor’s billing rate.

• Establishing the overhead rate for a sole proprietorship.

• Establishing all-inclusive hourly rates for sole proprietorship firms.

A sole proprietorship is a company owned solely by one person. For tax purposes,
the company’s net profits become the owner’s taxable income, and the net losses
become the owner’s net loss for tax purposes.

For WSDOT purposes, there are several ways to look at calculating gross wages,
hourly pay rates, and billing rates.

Sole Proprietor’s Billing Rate

As discussed in Chapter 20, the sole proprietor typically has a billing rate for
services which is based on the going market rate for like services elsewhere. In
reality, the owner of the firm takes draws against the profits of the firm. This results
in a pay structure from month to month which can vary depending upon the firm’s
business, and the owner’s need for cash.

Historically at WSDOT, the salary rate or billing rate for a sole proprietor has been
negotiated on a case by case basis since the individual has no established salary.

Overhead Rate

The sole proprietor may or may not have employees. In developing a firm’s
overhead rate, we then have two scenarios to work with.

Sole Proprietorships With No Employees

The auditors will want to know the exact number of hours the owner has worked
directly on projects and indirectly on administrative matters. These hours, sup-
ported by time sheets, will ultimately play a role in development of the firm’s
overhead rate.

Next, just as with any other firm, the indirect costs of the firm will be identified and
verified by audit. An overhead rate will be calculated by dividing total allowable
indirect costs by total direct labor. This is used for possible negotiation purposes.

This type of information is provided to management during a preaward audit, and
the agreement for services negotiated accordingly.
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The problem for the sole proprietor, or WSDOT manager, is that at the time of
a post audit, if no preaward audit has been conducted, billed costs are usually
questioned. This for the simple fact that the billed costs may not reflect actual
costs or negotiated rates.

Direct nonsalary costs, and other associated costs which may be billed for services
provided, must follow the basic guidelines indicated in Chapters 6 and 7.

Sole Proprietorships With Employees

In this scenario we have the same situation as described above in determining the
owner’s labor costs. The employees are normally paid an established salary.

This method uses a computed labor rate for the owner, identifying direct and
indirect costs. The direct cost is then added to the direct labor base of the employ-
ees, with the computed indirect labor included in the indirect overhead labor value.
Dependent upon the draws (salary) taken by the owner, this method should
approximate an actual overhead rate for the firm.

In this scenario the key words are computed rates, or values, i.e., we are not talking
about actual costs, in the sense of those associated with other type of firms, i.e.,
their direct labor and overhead costs.

Establishing the Sole Proprietorship All-Inclusive Hourly Rate

Typically, the billing rate for sole proprietorships has been negotiated due to the
difficulty in establishing the owner’s labor rate, and in establishing an overhead
rate that is reasonable.

The method of payment for each type of agreement is up to the WSDOT
contracting officer or consultant liaison working with the firm, and may vary
from agreement to agreement.

The major problem with both of these scenarios is determining the proprietor’s
wage rate to be used in calculating the direct labor base. We expect that every sole
proprietor would have set an expected, but reasonable, wage rate. Whether this rate
is attained or not depends upon the profitability of the firm. Care must be taken to
ensure that wage rates charged to WSDOT are not inflated to make up for losses
on other agreements.

Factors to consider when determining a sole proprietor’s wage rate include:

1. Total direct labor hours and total indirect labor hours.

2. Total annual amount of draws.

3. Proprietor’s taxable income.

4. Proprietor’s billing rate.

5. Proprietor’s budgeted wage rate.

The decision as to what the sole proprietor’s wage rate actually is will be made
on the auditor’s best judgment with the data available. Ideally, the proprietor will
have time records identifying direct and indirect labor hours and draws will be
approximately equal to a reasonable and expected wage rate.
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Summary

In the end, the salary billing rate, overhead rate, and fixed fee for a sole proprietor
or partners in a partnership may have to be negotiated with the WSDOT contracting
officer.

Information developed during a preaward audit, or after the fact, during a post
audit, at best may approximate what the actual costs are or should be for
performing the work.
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Billing Rates — Sole
Chapter 20  Proprietor, Partnerships

General

For most firms, billing rates are usually pre-established and published hourly rates
charged to most of their clients. Sometimes these rates vary depending upon the
type of work to be performed or are based on “the going rate” or on what “the
market will bear.”

When preparing cost proposals for WSDOT, the firm’s billing rates must be
calculated in a different way.

Billing rates accepted by WSDOT are made up of three components.

Hourly Pay Rate

First is the individual employee’s hourly pay rate. This rate usually will be the
same rate as shown on the employee’s payroll records and in his/her personnel file.
The WSDOT auditor will review the company’s payroll and personnel records to
verify the employee’s actual pay rate.

Application of an Overhead Rate

Second is the application of an overhead rate. The WSDOT auditor will calculate
the accepted overhead rate based upon the firm’s stated overhead rate as adjusted to
comply with 48 CFR 31, WSDOT Cost Principles, and WSDOT Travel Directive
D 13-50. This rate is calculated by dividing the adjusted overhead costs by the
adjusted direct labor. (To accomplish this, the auditor will need to review, for the
audit period, the firm’s time sheets, monthly and/or quarterly and/or annual time
and payroll summaries, vendor files, tax records, general ledger, trial balance,
income statement, and balance sheet.)

Fixed Fee

Third is the profit rate or fixed fee to be allowed. This is determined in one of
two ways. A profit percentage can be applied to the direct labor rate. This is a
negotiated rate between the firm and the negotiating officer. The rate usually ranges
between 17 and 35 percent of direct labor depending upon the size, difficulty, and
complexity of the agreement, the extent of supervising subconsultants, etc.

The other method is to negotiate a fixed dollar amount for profit. A percentage
of the profit amount is then billed each month to equal the percentage of the
job completed.
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Billing Rate

All three of the above factors are then added together to arrive at an individual’s
billing rate. This rate is then applied to every hour which that employee works on
the WSDOT project.

Some agreements may not list individual employees’ billing rates, but instead
may list billing rates by classes of employees such as principals, senior engineers,
engineers, drafters, etc. In this case, billing must still be based on actual payroll
rates for each employee. WSDOT does not allow the use of average rates.

Some employees may actually earn less than the agreed upon rate, while others
may earn more. For this type of agreement, it will be necessary for the WSDOT
auditor to verify that the employees being billed in a specific class are actually
classified as such and are being paid accordingly.

Rate Adjustment

Proposed, projected, and approved billing rates may be adjusted, depending upon
the language of the agreement.

Part-Time Employees

Part-time employees who do not receive all of the firm’s fringe benefits should
be using a lower billing rate than the full-time employees as the overhead costs
associated with them are less than with the full-time employees. If the firm has a
30 percent benefit package and an accepted overhead rate of 150 percent, then a
part-time employee who receives no benefits should be using an overhead rate of
120 percent when calculating his/her billing rate. The profit rate remains the same.

Contract Labor (Employees)

Hours for independent contractors and contract employees (those hired through
an employment agency or independently), are not to be included with the firm’s
employees when invoicing WSDOT. These workers should be billed to WSDOT
at the actual cost to the firm (with no markup) under the direct nonsalary costs
section of the invoice. Also, payments to independent contractors and contract
employees are to be excluded from the direct labor base used in calculating the
firm’s overhead rate.

Sole Proprietors’ and Partnership’s Wage Rates and Billing Rates

A sole proprietorship is a company owned by one person. For tax purposes, the
company’s net profits become the proprietor’s or partner’s taxable income, and
the company’s net losses become the proprietor’s net loss for tax purposes.

For WSDOT purposes, there are several ways to look at calculating gross wages,
hourly pay rates, and billing rates.
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Gross Wages

Gross wages should at least be equal to the net income shown on the individual’s
tax return. But other items may have to be added to the net income or draws when
calculating the individual’s gross wages for WSDOT purposes. Auto allowance,
insurance premiums, retirement plans, savings accounts, investments, meals, and
other similar expenses are some examples. Where larger companies include some
of these as employee benefits in the overhead, a sole proprietorship or partnership
may have to include them in their gross wages.

Auto allowance is taxable to the individual to the extent that receipts are greater
than expenses incurred. The amount allowable for overhead is the amount attribut-
able to the business, either actual or percentage wise. Properly documented mileage
reimbursements are not taxable, but are totally included in overhead.

Insurance and retirement plans are legitimate business expenses provided that they
are not excessive in amount and the business is not the beneficiary.

Savings and investment accounts are taxable income to the individual for the
amounts deposited during the current year plus the interest earned during the year.

Meal expenses are business expenses only to the extent that they are truly business
related. Everyday breakfast, lunch and/or dinner costs are not business related and
should be taken out of overhead and added to the individual’s income.

In summary, gross wages for a sole proprietor should include all income taken plus
the value of any expenses which directly benefit the owner over and above the
normal business amount.

Hourly Rates

Sole proprietors usually bill a predetermined hourly rate. This rate is usually as
high as the owner feels is reasonable or all that competition will allow based on
competitive pricing.

For small businesses, competition and seasonal workloads are crucial to their
survival. Their rates may generally go up and down depending on the workload
at the time they are bidding a job. If they have little or no work, they will usually
lower their rates to a point that will cover their costs but allow nothing for salary
or profit.

One method of calculating an hourly rate for the labor distribution of the sole
proprietor is to take their gross wages and divide them by the actual number of
direct and indirect hours worked to arrive at an hourly rate. Then multiply the
hourly rate times the direct and indirect hours to get the direct and indirect labor.

A different method is to take the total dollars billed and divide by the billed hours.
This hourly rate times the number of hours billed will equal the direct labor costs.
The owner’s gross wages minus the direct labor leaves the amount to go into
indirect labor.
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We may calculate the hourly rate as above, multiply the direct hours times the
hourly rate to get the direct labor and multiply the indirect hours times the rate to
get the indirect labor. All gross wages over the calculated direct and indirect labor
are dropped from the labor base calculations entirely.

If the agreement is to be a cost plus agreement, then the billing rate would be the
same as the hourly rate as calculated above. If the agreement is to be all-inclusive
hourly rate, then the firm’s overhead rate will need to be calculated, as discussed
above, and, along with the negotiated profit rate, added to the hourly rate as
calculated above. This becomes the sole proprietor’s or partner’s billing rate.

As you can see, there are many variables to be considered when calculating the
worth of an owner to the business entity. Here, we have presented some of them for
your consideration. Since there are no existing guidelines as to how we will treat
sole proprietors and partnerships, we will make no recommendations, but allow
management to decide how they will be treated for WSDOT overhead calculations.

The reader is directed to Chapter 19, which discusses the development of the sole
proprietorships billing or salary rate, including the firm’s overhead rate.
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Chapter 21 Field Office Overhead Rates

A field office situation exists when a consultant’s employees are performing
services on a continuous basis for WSDOT and are working in a WSDOT owned
facility or company owned office, independent of a local branch or central office.

Since the consultant employees are not working out of their own offices and are not
receiving office support in their day to day activities, the hours billed for them do
not qualify for the consultants full overhead rate. They do receive an overhead rate
that is reduced for the support they receive from WSDOT.

The purpose of the field rate is to pay the consultant for the fringe benefits and
home office support they do provide to their field employees. Usually, the field
rate includes full fringe benefits plus a minimum amount for home office support.

The WSDOT Audit Office methodology used for establishing field office overhead
rates is as follows:
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ABC, Inc.
Overhead Schedule
December 31, 1997

Field Rate Allocation
Reported Audit Audited Home Field
Balance Ref. Adjust. Balance % Ref. Overhead Overhead

Direct Labor Base $714,300 (C) ($  100) $714,200 $671,800 $42,400

Overhead Costs
B&P Costs $  82,500 $  82,500 11.55% (B) $  80,570 1,931
Indirect Labor 436,700 436,700 61.15 (A) 410,760 25,940
Fringe Benefits 364,100 364,100 50.98 (A) 342,472 21,628
Conferences/Seminars 16,000 16,000 2.24 (B) 15,626 374
Indirect Travel 10,900 10,900 1.53 (B) 10,645 255
Office Supplies 49,100 49,100 6.87 (B) 47,951 1,149
Postage/Freight 9,700 9,700 1.36 (B) 9,473 227
Business Taxes 52,000 52,000 7.28 (A) 48,911 3,089
Legal & Accounting 21,000 21,000 2.94 (B) 20,509 491
Profess. Dues & Licenses 9,400 9,400 1.32 (B) 9,180 220
Insurance 13,700 13,700 1.92 (A) 12,886 814
Depreciation 27,400 (D) ($1,800) 25,600 3.58 (B) 25,001 599
Legal & Accounting 18,700 18,700 2.62 (A) 17,589 1,111
Recruit/Emp. Morale 8,300 (E,F,G) (2,100) 6,200 0.87 (B) 6,055 145
Rent 124,900 124,900 17.49 (B) 121,977 2,923
Utilities 16,400 16,400 2.30 (B) 16,016 384
Maintenance/Repairs 12,700 12,700 1.78 (B) 12,403 297
Leased Equipment 79,900 (H) (3,900) 76,000 10.64 (B) 74,222 1,778
Telephone 36,800 36,800 5.15 (B) 35,939 861
Less: Cost Allocations (437,500) -437,500 -61.26 (B) (427,263) (10,238)

Total Overhead Costs $952,700 ($7,800) $944,900 132.30% (B) $890,922 $53,978

Overhead Rate 133.38% 132.30% 132.62% 127.31%

References

(A) Allocates field and home office overhead rates in the same proportion as labor.

(B) Allocates space costs associated with support labor.

(C) Overtime premium unallowable per 48 CFR 22.103-2.

(D) Adjust depreciation to agree with tax return 48 CFR 31.205-11(d)(3).

(E) Local meals unallowable per 48 CFR 31.205-14 and WSDOT Travel Directive D 13-50.

(F) Donations unallowable per 48 CFR 31.205-8.

(G) Advertising unallowable per 48 CFR 31.205-1(d).

(H) Direct project costs unallowable in overhead per 48 CFR 31.202(a).
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Computation of Field Allocation Rates

Allocation A

Direct Field Labor =   $42,400.00 = 5.94%
Total Direct Labor $714,200.00

This allocation does not have an affect on the field or home office overhead rates. It was applied to all accounts,
the field home office rate would be the same.

This percentage should be applied to expenses common to both field and home office direct labor in equal
proportions, i.e., indirect salaries, payroll taxes, group insurance, paid leaves, bonuses, legal, and accounting, etc.

Allocation B

Allocated Support Services (Indirect Salaries x Allocation A)   =   $436,670.00 x 5.94% = 2.34%
Home Office Direct Labor + Indirect Salaries $671,800.00 + $436,670.00

This rate allocates to the field the “space costs” associated with supportive service labor.

This rate should be applied to rent, supplies, utilities, etc.

Data used in the above calculations:

Direct Field Office Labor $  42,400
Direct Home Office Labor $671,800
Total Direct Labor $714,200

Indirect Labor $436,700
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Computation of Field Allocation Rates

Allocation A
Direct Field Labor
Total Direct Labor

This allocation does not have an effect on the field or home office overhead rates.
If it was applied to all accounts, the field and home office rates would be the same.

This percentage should be applied to expenses common to both field and home
office direct labor in equal proportions, i.e., Indirect Salaries, Payroll Taxes, Group
Insurance, Paid Leaves, Bonuses, Legal, Accounting, Personnel, etc.

Allocation B
Allocated Supportive Service (Indirect Salaries x Alloc. A)

Home Office Direct Labor + Indirect Salaries

This rate allocates to the field the “space costs” associated with supportive service
labor. This rate should be applied to Rent, Supplies, Utilities, etc.

Data used in calculations:

Direct Field Office Labor _______________
Direct Home Office Labor _______________
Total Direct Labor _______________

Indirect Salaries-Admin. _______________
Indirect Salaries-Office _______________
Total Indirect Salaries _______________

The field rate is based upon an application of two different allocation rates to the
consultants overhead cost categories.

The first allocation uses the relationship of direct field labor to total direct labor,
described below:

The second allocation uses the relationship of indirect salaries and the allocation
described above, to home office direct labor and indirect salaries, as described
below:

Once these two calculations are made, the allocations are applied to the various line
item accounts identified in a firm’s overhead schedule. The end result is a value,
wrong, right, or indifferent, which is used for payment purposes.

Summary
The primary reason for using a standard methodology, is to approximate the costs
and associated level of effort a field office operation might receive from the home
or corporate office. And in doing so, be consistent in how WSDOT Audit treats
each individual field office situation, to the extent possible.

The underlying theory is that a field office for the most part is self-sufficient. The
firm or firms were hired because of their given expertise. Their mission is such that
little if any input is probably required from the home operation. Therefore, the
associated costs should be minimal for the operation to exist.
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Advance
Chapter 22 Agreement on Costs

During contract negotiations, certain cost items incurred by the consultant or
proposed to be billed to WSDOT may be discussed.

The general rule is that many types of costs may be acceptable, subject to
restrictions identified in 48 CFR. If an item of cost has been identified as expressly
unallowable or ineligible for reimbursement, then under no conditions is the
contracting officer allowed or authorized to approve billing or payment for that
type of cost.

The firm and WSDOT need to consider long-term ramifications of allowing
selected items of cost such as allowance for vehicles.

When proposed costs which appear to be unique come up, we recommend that the
Audit Office be involved in the discussion prior to any advance agreement on the
allowability of the cost item.
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Chapter 23 Resolution Procedures

Audit Resolution

The audit resolution process begins when an audit report is issued by the Audit
Office. The Audit Resolution Section reviews the report, makes contact with the
auditee to gather more information, if necessary, on any findings, and determines
the merits of the report. If there are findings, reviews are completed with the
consultant, the department’s contracting officer, and if required, FHWA, in order
to determine the final resolution of the findings. Billings and/or reimbursements
are made to the consultant based on the revised audit report and/or administrative
settlement. The Audit Resolution Section reviews all appeals and coordinates the
collection of moneys due the department.

Audit resolution is not done by the WSDOT Audit Office. The Audit Resolution
Section is part of the Design Office which is part of the Envrionmental and
Engineering Service Center.
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Chapter 24 Examples of Forms

Examples of forms commonly used by organizations:

• Time Sheets

• Travel Voucher

• Mileage Log

• Copy Log

• Computer Time Log (to be added at a later date)
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Chapter 25 Audit Criteria

WSDOT audits are conducted in accordance with the generally accepted
government auditing standards established by the United States General
Accounting Office.

The primary audit criteria used by the WSDOT Audit Office for the audit of
consultant agreements is the Federal Acquisition Regulations System 48 Code
of Federal Regulations. The secondary audit criteria is the 1994 WSDOT Overhead
Policy as issued by the WSDOT Consultant Services Office. In addition, audit
criteria is established in the written agreement between WSDOT and the consultant.

The agreement may limit or restrict the billing of certain costs, for example
travel and per diem, or the way that a consultant bills labor costs, i.e., no overtime
premium on labor costs is allowed.

Chapter 26 includes 48 CFR Part 31 Contracts with Commercial Organizations.
This is the primary source of audit criteria pertaining to costs. As stated elsewhere
in this guide, the Audit Office does use other parts of 48 CFR to provide guidance
in dealing with selected audit issues.

We recommend the reader do at least the following:

• Become familiar with the contents of Part 31 of 48 CFR and read the complete
text of the agreement your firms signs with WSDOT.

1992 WSDOT Bonus Policy

The effective date of the 1992 WSDOT Bonus Policy remains April 1, 1992.

All new cost plus fixed fee, hourly billing rate, or lump sum agreements that
were signed after April 1, 1992, will use the bonus policy. It will be applied to
the consultant’s most current completed fiscal year, or the consultant’s projected
current fiscal year, to determine an overhead rate that will be used for billing
purposes.

Any cost plus fixed fee, hourly billing rate, or lump sum supplement that is signed
after April 1, 1992, will be subject to the same application of the bonus policy as a
new agreement that is signed after April 1, 1992.

WSDOT has a bonus policy which allows firms to obtain reimbursement of
bonus costs in accordance with the rules established by the Federal Acquisition
Regulations (FAR) 48 CFR 31.205-6.
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Participation in Costs

WSDOT uses the FARs as a primary guidance for cost rules and procedures.
The following subparts of 48 CFR 31.205-6 address to some extent employee
compensation, which includes bonuses. The reader should become familiar with
the other subsections of 31.205-6.

31.205-6 Compensation for personal services.

(a) GENERAL Compensation

(1) “Compensation for personal services must be for work performed by
the employee in the current year and must not represent a retroactive
adjustment of prior years’ salaries or wages. . .”

(2) “The compensation in total must be reasonable for the work performed;
however, specific restrictions on individual compensation elements must
be observed where they are prescribed.”

(3) “The compensation in total must be based upon and conform to the terms
and conditions of the contractor’s established compensation plan or prac-
tice followed so consistently as to imply, in effect, and agreement to make
the payment.”

(4) “No presumption of allowability will exist where the contractor introduces
major revisions of existing compensation plans or new plans and the
contractor

(i) Has not notified the cognizant ACO of the changes either before their
implementation or within a reasonable period after their
implementation, and

(ii) Has not provided the Government, either before implementation or
within a reasonable period after it, an opportunity to review the
allowability of the changes.”

(5) “Costs that are unallowable under other paragraphs of this subpart 31.2
shall not be allowable under this subsection 31.205-6 solely on the basis
that they constitute compensation for personal services.”

(b) “Reasonableness. The compensation for personal services paid or accrued to
each employee must be reasonable for the work performed. Compensation
will be considered reasonable if “each” of the allowable elements making up
the employee’s compensation package is reasonable. . .  In determining the
reasonableness of individual elements for particular employees or job classes
of employees, consideration should be given to all potentially relevant facts.
Facts which may be relevant include general conformity with the compensation
practices of other firms of the same size, the compensation practices of other
firms in the same industry, the compensation practices of other firms in the
same geographic area, the compensation practices of firms engaged in pre-
dominantly nongovernment work, and the cost of comparable services
obtainable from outside sources.”

Reasonableness, as defined by WSDOT for bonuses, limits total bonus
compensation to 15 percent of FARs allowable overhead costs as shown in the
following examples:
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Example 1

Direct Labor Base $ 100,000
OH Pool, Excluding Bonus $ 120,000
Actual Bonus Paid, not in OH Pool Amount $ 30,000

B=Allowable Bonus Amount

B=.15[(Overhead Pool 120,000) + Allow. Bonus]
B=18,000+.15B
B-.15B=18,000
.85B=18,000
B=$21,176

Actual Bonus Paid $ 30,000
Allowable Bonus 21,176
Adjustment to Bonus $ (8,824)

Overhead Pool, Excluding Bonus $ 120,000
Allowable Bonus 21,176
Total Allowable OH $ 141,176

Overhead Rate 141.18%

Allowable Bonus $ 21,176 *
Total Allowable OH $ 141,176

*15 percent of Total Allowable OH.
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Example 2

Direct Labor Base $ 500,000
OH Pool, Excluding Bonus $ 700,000
Actual Bonus Paid, not in OH Pool Amount $ 100,000

B=Allowable Bonus Amount

B=.15[(Overhead Pool 700,000) + Allow. Bonus]
B=105,000+.15B
B-.15B=105,000
.85B=105,000
B=$123,527

Potential Allowable Bonus $ 123,527
Actual Bonus Paid 100,000
Adjustment to Bonus $ 0 *

Overhead Pool, Excluding Bonus $ 700,000
Allowable Bonus 100,000
Total Allowable OH $ 800,000

Overhead Rate 160.00%

Allowable Bonus $ 100,000 **
Total Allowable OH $ 800,000

  *If actual bonus < potential allowable bonus, the actual bonus amount is accepted.
**12.5 percent of Total Allowable OH.
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Example 3

Direct Labor Base $1,000,000
OH Pool, Excluding Bonus $1,500,000
Actual Bonus Paid, not in OH Pool Amount $ 300,000

B=Allowable Bonus Amount

B=.15[(Overhead Pool 1,500,000) + Allow. Bonus]
B=225,000+.15B
B-.15B=225,000
.85B=225,000
B=$264,706

Actual Bonus Paid $ 300,000
Allowable Bonus 264,706
Adjustment to Bonus $ (35,294)

Overhead Pool, Excluding Bonus $1,500,000
Allowable Bonus 264,706
Total Allowable OH $1,764,706

Overhead Rate 176.47%

Allowable Bonus $ 264,706 *
Total Allowable OH $1,764,706

*15 percent of Total Allowable OH.
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FARs Subpart 31 — Contract
Chapter 26 Cost Principles and Procedures

We have included the following excerpt from FARs 48 CFR 31 — Contract Cost
Principles and Procedures.

This part is the primary WSDOT source for determining the allowability,
allocability, and reasonableness of costs billed by the consultant.

As with any laws, rules, and regulations, they are subject to change at any given
time. Please contact the Audit Office, External Audit Branch, in Olympia, if you
have any questions regarding this subpart.

We highly recommend that a firm purchase a set of 48 CFRs from their local
federal government book store or get it from the Internet.
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